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The outstanding difference between international 
trade under the gold standard and under inconvertible 
paper lies in the comparative instability of the foreign 
exchange mechanism under a paper regime. Where 
gold is the basis of the monetary systems in the trading 
countries a single fixed parity, determined by the numer- 
ical ratio between the physical weights of the units of 
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the various currencies, is definitely established; there is 
a universally acceptable medium of exchange and stand- 
ard of value; and a positive mechanism develops, which 
tends always to prevent any very wide fluctuations of 
the exchange rates. Under inconvertible paper, on the 
other hand, there is no permanent parity, no mechanism 
which will necessarily and invariably correct movements 
of the exchanges. Large variations, both m exchange 
rates and in international prices, therefore become pos- 
sible. Gold will of course move between countries, but 
only as a commodity: it cannot enter the legal tender 
currency, and the stabilizing effect of the gold flow 
mechanism is absent. 

Nevertheless the general mechanisms of international 
trade, presumably appearing under paper, and the nature 
of the relationships prevailing between international 
trade and more purely domestic phenomena, are in 
many respects closely analogous to the conditions char- 
acteristic of trade under gold. The purpose of this 
paper is to attempt an examination of these mechanisms 
and relationships; an examination, it may be added, 
which proceeds from the view that the monetary situa- 
tion presented by the existence of inconvertible paper as 
the basis of the monetary system is not necessarily a 
mere transition stage between the temporary surrender 
of the gold standard and an ultimate return to that 
standard, but may itself be a normal and permanent 
condition. It may also be remarked that the situation 
created by this abstraction of gold, while at first glance 
somewhat unreal, is in point of fact similar in many re- 
spects to that actually prevailing in Europe from 1914 to 
1919, altho no direct investigation of this latter situation 
can be attempted here. 

Recent discussions relevant to the problem of inter- 
national trade under paper fall into three main groups. 
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The first includes the incidental and rather summary 
treatments presented in various general works on inter- 
national trade or on monetary theory, and may be 
passed by without further notice here. Despite their 
many profitable suggestions and interesting points of 
view, no systematic treatment of the problem as a whole 
is attempted in any one of them.^ The second has to do 
with the question of the trade between an inconvert- 
ible paper and a gold standard country; and while the 
resulting data and conclusions, especially those dealing 
with relative price movements, are important and val- 
uable for the light they cast on our problem this group 
of writings, as a whole, does not concern us directly: it is 
occupied with a related but different question.^ Like the 
first group, it may be neglected here except for inci- 
dental reference later. Finally, there remains the body 
of discussion centering around the purchasing-power- 
parity doctrine. This doctrine, and the controversy to 
which it has given rise, presents the only important 
systematic attempt that has heretofore been made to 
solve the problem of foreign trade under the rigid paper 
hypothesis, and it therefore requires somewhat more 
detailed attention. 

The doctrine was first advanced by the Swedish econ- 
omist Cassel, in the Economic Journal for 1916, and 
was elaborated by him in subsequent years. It has 

1. The reader is referred especially to M. Bourgoin, La Mes<ire de la Valeur (Paris, 
1890), pp. 177 and following, for a brief but illuminating discussion of the parity of 
exchange under paper; and to R. G. Hawtrey, Currency and Credit (London, 1919), 
for a novel and suggestive approach to the general monetary aspects of international 
trade. 

2. The problem was first considered deductively by Professor Taussig in the Quar- 
terly Journal of Economics for May, 1917, and later by Professor Hollander. A successful 
attempt to verify Professor Taussig's theoretical conclusions has recently been made 
by Dr. Graham (F. D. Graham, International Trade of the United States, 1862-79. 
Unpublished Ph.D. thesis, dated 1919, now in the Harvard University Library). Graham 
drew much of his statistical material from W. C. Mitchell's History of the Greenbacks 
(Chicago, 1903). See also J. H. Williams, Argentine International Trade (Cambridge, 
1920). 
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gained wide tho by no means unanimous support, both 
in Europe and in this country. Cassel's earher and more 
tentative statement was somewhat as follows. The rate 
of exchange is primarily an expression for the value, in 
the money of one country, put upon the money of an- 
other country.* Hence the rate of exchange is deter- 
mined by the quotient of the general levels of prices in 
the two countries ; and if the quantity theory of money 
be accepted, as it is by Cassel, this means that the rate is 
determined by the relative quantities of the respective 
circulating media. From this it follows, finally, that the 
rate is "governed essentially by the degree of inflation 
in the different monetary systems. All other factors, 
such as the balance of trade and the confidence of the 
world in this or that country, have only a quite second- 
ary and temporary importance." * In 1918, Cassel 
elaborated this idea, and declared that "the rate of 
exchange is primarily determined by the purchasing 
powers against goods, of the money of each country. . . . 
At every moment the real parity between two countries 
is represented by this quotient in the one country and 
the other." ^ This parity is the "purchasing-power- 
parity." 

Later he qualified this view somewhat,^ and found 
that altho a permanent deviation from the parity will 
arise only from a change in general price levels, tem- 
porary deviations can nevertheless occur. Such devia- 
tions may be due to restrictions on trade which are 
greater in one direction than in the other, as from 
tariffs, to distrust of the future of a given monetary 
standard, to the export of capital, to the failure of ex- 
port prices to reflect the general price level closely, and 
so forth. But in Cassel's view these deviations will soon 

3. Economic Journal, 1916, p. 62. 

4. Ibid., pp. 64, 65. 5. Ibid., 1918, p. 413. 

6. Annals, American Academy of Political and Social Science, May, 1920, p. 262. 
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be corrected, and will not affect the permanent purchas- 
ing-power-parity. 

A detailed criticism of this interesting doctrine, which 
seems to me qviite untenable, is impossible within the 
limits assigned to this paper. I shall simply state my 
objections briefly, without attempting any comprehen- 
sive proof. In the first place Cassel's qvialifications, 
which are far more extensive now than they were in 
1916, deprive the doctrine of much of its original force 
and novelty. Second, his rejection of the balance of 
trade, of loans, and of similar forces, as primary and 
permanent determinants of the movement of exchange 
rates, is hardly justifiable. Third, his neglect of money 
incomes — which are often themselves causes of changes 
in the prices of international goods, not merely depend- 
ent on such prices — is at least open to serious question. 
Finally, and most important of all, his reliance upon the 
nebulous "general price level" as the determinant of 
exchange rates involves an assumption true only in a 
static condition of trade : that the prices of international 
commodities and those of commodities in general move 
together in such close relationship that a comparison of 
general purchasing powers as between countries can be 
taken to have real significance for the purposes of inter- 
national trade. But the ordinary situation is dynamic 
rather than static, changing rather than fixed; and the 
investigations of Professor Graham, Professor Williams, 
and others give adequate statistical support to the the- 
oretical conclusion that in times of change international 
prices, as quoted in an inconvertible paper country, can 
and do move for many months quite without any neces- 
sarily direct and predictable relation to purely domestic 
prices, or to the so-called general price level.' Insofar as 

7. A similar conclusion can legitimately be drawn, I think, from Mitchell, altho he 
does not go into this problem specifically. Op. cit., Part II, chap. 5, and especially pp. 
272-275. 
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this is true, the purchasing-power-parity doctrine, which 
is essentially dependent on the indiscriminate jumbling- 
together of international and domestic prices into a 
composite general price level, cannot be regarded as 
valid during periods of transition. Domestic and inter- 
national price levels, under dynamic conditions, ob- 
viously do not and cannot move in harmony, nor can 
the general price level accurately reflect either. Indeed, 
to anticipate some of the conclusions of the later dis- 
cussion, exchange rates and the parity are under paper 
proximately determined, not by general purchasing 
powers or general price levels at all, but by the prices 
and quantities of media of international payment: the 
influence of purely domestic commodity prices is dis- 
tinctly secondary. Furthermore, important changes 
may take place in domestic prices (and possibly in in- 
ternational prices also) without necessarily affecting the 
exchange rates, but all such changes will of course be re- 
flected in the general price level, and will therefore alter 
the purchasing-power-parity. The latter hence fails to 
give a true picture of the international situation under 
dynamic conditions, and becomes merely naisleading. 

II 

It therefore seems to me that a somewhat different 
method of attack on the general problem of international 
trade under inconvertible paper is necessary. The 
method proposed, which is presented in the following 
pages, centers around an attempt to examine the nature 
and the operation of the specific mechanisms actually or 
presumably involved. It lays no claims to completeness, 
and the conclusions drawn from it are to be regarded not 
as statements of proved or even of probable fact, but 
rather as suggestions for the guidance of further and 



INTERNATIONAL TRADE 365 

more definitive investigations. Nor has any statistical 
verification of the particular views here advanced been 
attempted: I have had neither the time nor the data for 
an inductive study.* I shall begin by setting up certain 
assumptions, designed to remove unnecessary complexi- 
ties from the analysis. They are, first, the abstraction of 
gold in conformity with the rigid paper hypothesis; 
second, trade between only two countries, A and B, 
with no others affecting their relations; third, fixed 
quantities of paper currency in each country; and 
fourth, fairly complete competition in and between the 
two countries. The qualifications which these assump- 
tions will make logically necessary in the conclusions of 
the later discussion are fairly obvious, and for the sake 
of brevity no systematic attempt will be made to remind 
the reader of them at each step. They do not of them- 
selves impair the validity of the results obtained, altho 
they may admittedly obscure or delay the appearance of 
those results. 

To these assumptions must be added the further 
statement that the whole field of the so-called "invisible 
items" is dehberately avoided here as far as possible, 
either by the method of isolation of effects or by assign- 
ing them a negative and dependent role: our primary 
concern is with the commodity field. While the argu- 
ment will necessarily lose something of the appearance 
of reality by this abstraction, it gains in simplicity, and 
it does not seem to me that its substantive results are 
materially altered. If one country has a balance to pay 
to another it may make part of its payments in the form 
of invisible items as distinct from commodities, but this 
fact, while it may either exaggerate or diminish the 
amount of the change in the commodity situation, will 

8. Extant atatistica on the movements of war prices, for example, are as yet incom- 
plete, and they do not make such a separation of the various kinds of prices as is essen- 
tial to a study of the type here outlined. 
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not alter its qualitative character. The dominant and 
determinant factor in international trade, unless it be in 
the case of new countries financing their economic de- 
velopment abroad, will of necessity continue to be 
commodity transactions. And even where international 
borrowings are the controlling influence, such borrow- 
ings are from the point of view of international trade 
resolvable into two processes, one of lending and one of 
repayment, both of which will in the absence of gold be 
conducted primarily in terms of goods. Finally, the 
major part of the transactions in the invisible items field 
will at some stage in their life history enter the foreign 
exchange market, and their proximate effect there will 
be substantially the same, for the purposes of the later 
analysis, as that of commodities. The lack of any at- 
tempt here to examine the mechanism of international 
borrowing is therefore justifiable. 

The discussion presented in the following pages may 
be divided into three principal sections : first, an analysis 
of the proximate mechanisms and tendencies governing 
the foreign exchange market in the "short-time" period; 
second, an examination of the nature of the immediate 
relationships between international commodity prices 
and movements, and the exchange rates, in the "transi- 
tional" period; and third, a somewhat more cursory 
investigation of certain long-run aspects of the general 
problem. It is proposed to proceed primarily by the 
method of isolation; to make the foreign exchange mar- 
ket the starting point, and to trace the probable subse- 
quent effects of an important disturbance in that market 
were the effects of other and later disturbances to be 
ignored. From this point of view the division into time 
periods just suggested is not as arbitrary as it may at 
first seem, for it is obviously permissible to separate the 
events in the life history of a single given disturbance 
into two or more phases. 
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In the present section we are concerned with "short- 
time" phenomena, and a definition of the short-time 
period alone is here necessary; the definition of the 
"transitional" and the "long-run" periods may be left 
for the two later sections which are given to their study. 
By short-time is meant a period so brief that the under- 
lying conditions which ultimately determine the course 
of international trade — commodity demand and sup- 
ply schedules in each country, the "invisible items" 
(shipping charges, permanent foreign investment, and 
so on) , and similar forces — do not undergo any material 
change, and can be regarded as substantially constant. 
For the purposes of the analysis of short-time mechan- 
isms immediately following, a period of a few days is 
long enough, and the assumption of substantial stability 
in this period is therefore tenable. No important change 
in the determinant conditions will occur in this brief 
time. (The question of the probable duration of that 
stability under the conditions of actual trade is re- 
served for treatment elsewhere.) It may also be ob- 
served that the foreign exchange market, which is in 
large measure, of course, ultimately dependent on and 
governed by the commodity market, has in this short- 
run period an independent existence prior to the com- 
modity market. As will appear more clearly later, 
commodity prices proximately follow instead of deter- 
mine the prices of bills. 

With these assumptions and definitions as the basis, 
we can now turn to our first principal problem, the anal- 
ysis of the mechanisms governing the operation of the 
foreign exchange market in a given short-time period. 
This analysis will deal with four questions, to be taken 
up in order: first, the nature of the principal media of 
international payment; second, the mechanism of the 
exchange market within any given country, and the 
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character of the equiUbrium tendencies appearing there; 
third, the proximate determination of the exchange rate; 
and fourth, the probable nature of the par of exchange 
under paper. 

The principal media of international payment avail- 
able under inconvertible paper may be arranged, in the 
order of the sensitivity of their movements in response 
to changes in the exchange rates, somewhat as follows: 
commodity bills, bankers' drafts, and cable transfers; 
short-time borrowings between banks (finance bills, 
etc.) ; those short- and long-time securities, the interna- 
tional movements of which are sensitive to changes in 
discount and exchange rates; various "international" 
commodities for which there is an open market (espe- 
cially, under the paper hypothesis, gold in its capacity as 
a commodity) ; and so on.' The wider and more lasting 
the fluctuations of the rates, the farther into the series 
will their disturbing effects tend to penetrate. The 
prices of these media, their values in terms of the money 
of the one country or the other, are, of course, deter- 
mined at the time they are credited to the account of the 
one country, and charged against the account of the 
other — for commodity bills, for example, at the time the 
banker mails the bills to the other country for collection. 
Once this process has been performed, the given media 
pass out of the exchange market proper, and do not re- 
enter it. They still affect the commodity market, of 
course, but this question belongs to another part of the 
discussion. 

Given an exchange market in either country into 
which all these different media of payment enter, is it 
possible to establish any general relationships between 
the prices and quantities of the media in the short-time 

9. For this suggestion I am indebted to Professor Allyn A. Young of Harvard Uni- 
versity. I owe him tiianks, also, for invaluable constructive criticism throughout the 
paper. 
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period, and to set up any general rule for the determina- 
tion of the exchange rate? As far as any given bill or 
draft is concerned, the rate of exchange is obviously 
nothing more than the numerical ratio between the 
price of that bill in the money of the one country and its 
price in the money of the other ; between the amount of 
money that is given for it in the country of origin and the 
amount of money it will command when presented for 
collection or payment in the other country. But what 
happens when a large number of such bills and drafts are 
being offered or demanded simultaneously? Let us be- 
gin by assuming for the moment that commodity bills 
and bankers' drafts are the only media of international 
payment being employed. The international bankers of 
any given country, as A, are on any given day handling 
two sets of bills and drafts. One consists of the bills and 
drafts originally drawn in B and now sent to A for col- 
lection or payment. This set, however, was subjected to 
a valuation process in the exchange market at some pre- 
vious date; that is, its values have already been deter- 
mined, with reference to the exchange rate then current, 
in terms of the currency of the one country and the 
other. Once this valuation was made it passed out of the 
sphere of the exchange market proper. The other set 
consists of the bills and drafts, originating in A, which 
on the given date are being presented to or by A's inter- 
national bankers for purchase or sale. These bills are 
the ones entering into A's exchange market for the given 
day in question, and hence the ones governing the short- 
time determination of the exchange rate, so far as A 
alone is concerned. 

Banking and commercial practice may result in either 
of two situations with respect to these bills. Either 
bankers' purchases and sales of drafts will approxi- 
mately offset one another; or they will not. Under in- 
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convertible paper the former is probably the commoner 
and more typical situation.* In that case the constant 
effort of the bankers will be to avoid any very large ex- 
cess one way or the other. If purchases in A become 
materially in excess of sales, then the bankers in A will 
quote a rate of exchange somewhat more in A's favor. 
This shift, by making drafts somewhat cheaper and by 
making the yield of commodity bills somewhat less, will 
bring demand and supply in A's exchange market more 
nearly into harmony, while at the same time the shift 
in the rate will of itself, by changing the terms at which 
money values are translated from one currency into the 
other, change the total money values of commodity bills 
and drafts being currently purchased and sold. It will 
decrease that of bills, increase that of drafts, and restore 
the two totals to substantial equality.^ 

For any given period of short duration, say a single 
day or a few weeks, it then appears that as far as com- 
modity bills and drafts are concerned (provided that the 
function of the bankers is, as here assumed, this off- 
setting of purchases against sales) the total money 
values in the money of A of media of payment payable to 
A (commodity bills) and of media chargeable against A 
(bankers' drafts) tend to approach equality. Any up- 
setting of that equality tends to be corrected by the 

1. Of the two countries, one will usually do most of the banking business connected 
with foreign trade, and the other only the smaller part. And as a rule the exporters in 
either country will receive payment by discounting bills, instead of by collecting on 
drafts, to about the same extent that the importers of that country make payments by 
buying drafts, instead of by accepting bills; that is, the two sets of transactions will in 
either country alone tend to balance. The existence of a permanent inequality is prob- 
ably a logical alternative rather than a condition common in actual trade. 

2, The term "total money values," used here and throughout the subsequent dis- 
cussion, is designed to get around the difficulty involved in using either prices alone or 
quantities alone as a measure of the volume of transactions, or as an index of change. 
Obviously the quantity of media entering a given market (or, as below, of commodities) 
might be doubled, and conditions in that market be radically altered, without producing 
anything like an equivalent change in prices. "Total money values" may be regarded as 
simply the aggregate of the sums paid (or received); or if the concept of an average can 
be given significance here, as the product of average price times average quantity. 
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direct action of the bankers themselves in changing the 
price they will give or receive; that is, in changing the 
exchange rate quotation. The rate of exchange, as far as 
this set of operations alone is concerned, then emerges 
as the approximate numerical ratio between the total 
money values, measured in A's money, that are payable 
to A, and the total money values, measured in B's 
money, that A has to remit to B. 

The same process will, of course, take place in B on the 
given day. Since substantially the same rate will prevail 
in both countries at any one time, the rate actually ar- 
rived at will be a product or resultant of market condi- 
tion in both countries. On any given day the media of 
payment originating in A will tend to produce one rate, 
while those originating in B may tend to produce an- 
other, but telegraphic communication will prevent the 
existence of more than one rate at any given time. And 
the tendency of the total money values of media of pay- 
ment chargeable against and payable to either country 
to approach equality will of course remain effective, 
with the qualification that the operation of the tendency 
in the one country will be somewhat modified, and re- 
tarded or accelerated, by conditions in the other. Any 
inequalities between supply and demand arising in 
either country from the adjustment of the rate will soon 
disappear, through the operation of the mechanism just 
discussed. And when the bills and drafts here considered 
are later presented in B for collection or payment, their 
total money values in B's money will also approximate 
equality, since the two sets of values are translated from 
the terms of A's money, in which they are substantially 
equal, to those of B's money at precisely the same rate of 
exchange. 

These conclusions, however, have been based on the 
assxmiption that bankers' sales and purchases tended 
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always to offset one another. If, on the contrary, they 
steadily fail to offset one another, then a continuous 
transfer of unpaid balances to meet the excess becomes 
necessary. But this fact does not upset the vaUdity of 
the argument above, so far as bills and drafts alone are 
concerned. Suppose purchases of commodity bills by 
A's bankers to be steadily in excess of their sales of 
drafts. This excess must be remitted in some way by 
B's bankers, and if for the moment we continue to as- 
sume that commodity bills and drafts are the only media 
employed, it is clear that it must be remitted by bills 
against commodities drawn in B, and payable in A. 
Such bills originate in B, but the moment they pass out 
of the exchange market — usually on the day of sale — 
they become credited to A's account in B. They repre- 
sent a net balance due from B, and as soon as they are 
credited to A become included in the media payable to 

A, and are to be set off against the media, originating on 
that day in A, which are chargeable against A. And A's 
bankers will not purchase in any short period — a few 
days or weeks — an excess of commodity bills above 
their sales of drafts which is substantially greater than 
the net sums they can expect to receive from B's bank- 
ers. For in the absence of media of payment other than 
bills and drafts they have no alternative way of securing 
what is due them, and international bankers in general 
are averse to piling up steady balances due among them- 
selves. The net result will be that the excess purchases 
of A's bankers in any given short period will be sub- 
stantially equal to the net balance accruing to their 
credit in B during that period; a balance which, trans- 
lated into A's money at the current rate of exchange, 
will affect their transactions in the exchange market 
quite as much as tho it had originated in A instead of in 

B. The tendency of the total money values of media of 
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payment to approach equality hence continues as effec- 
tive as before, but with this difference: the equality now 
exists, not between total values of media originating in 
A alone, but between the total values of media originat- 
ing in A and chargeable against A, and those of media 
originating in A and payable to A, -plus a certain net 
balance of other media payable to A but originating in 
B (translated into terms of A's currency at the rate of 
exchange prevailing when they were credited to A's ac- 
count in B). 

The foregoing discussion, for the sake of simplicity, 
assumed commodity bills and drafts to be the only 
media of international payment employed. Under the 
conditions of actual trade, however, all of the types of 
media previously mentioned are or may be used. But 
even if we include all of these various types, the tend- 
ency to an equality of total money values of media of 
payment continues to be substantially valid. 

A brief consideration of the proximate, short-time re- 
sults of a disturbance in the exchange market will make 
this clear. Such disturbances may arise from either or 
both of two sources: from commodity transactions, or 
from the "invisible items" field, especially international 
borrowing. Let us take a disturbance in commodity 
transactions first, and assume that because of a marked 
increase in commodity imports, A has a large balance of 
payments to make to B. Assume also that the disturb- 
ance arises suddenly, in the course of a few days — an 
assumption of course contrary to the usual course of 
events, but one which will simplify the discussion some- 
what. This situation will obviously upset the previously 
existing equality of total money values of media of pay- 
ment in A, so far as commodity bills and drafts are con- 
cerned. The volume of drafts now demanded from A's 
bankers to pay for the new imports will greatly exceed 
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the supply of bills offered them for purchase; or else the 
volume of conmiodity bills originating in B, and sent to 
A for collection, will exceed that of drafts originating in 
B and sent to A for payment; or, more probably, both 
sets of conditions will prevail. A's bankers will then 
seek means, other than the remitting of bills and drafts, 
of making payments in B. They will secure short-time 
loans from B's bankers; they will ship such securities, 
both short- and long-time, as have a market in B ; and if 
these expedients are for the time being inadequate (for 
example, the quantity of international securities which 
the banks can secure at short notice, without an undue 
advance in price, is probably not large) they will them- 
selves ship commodities that can find an easy market in 
B. So especially gold, which under the paper hypothesis 
enters as a commodity alone.^ 

The net effect of this whole process, as far as A is con- 
cerned, will obviously be the restoration, with larger 
items on each side of the equation, of an approximate 
equality between the media of payment chargeable 
against A and the media payable to A. For the original 
increase in the total money values of the media charge- 
able against A (that is, the bills and drafts based on the 
original increase in commodity imports) will soon be 
offset by the increase in the total money values of the 
media payable to A. That is, the transfer of securities 
from A to B, the making of loans, and other attempts to 
effect a payment of balances due, are to be regarded in 
the first instance as transactions chargeable against B, 
and payable to A: transfers of securities, other inter- 
national borrowings, and so on, are in the short-time 

3. Under the gold standard, gold would begin to flow before any large movement of 
securitiea developed. As far as the proximate mechanism goes, this matter of the rela- 
tive order in time of the various movements appears to be the chief difference between 
the operation of the elements in the process of adjustment under paper, and their opera- 
tion under gold. 
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view outright sales, and not simply loans. And this 
short-time equilibrium within either country obviously 
must tend to prevail. Commodity transactions must be 
paid for almost at once, and international bankers will 
not as a rule permit large balances to remain long un- 
paid as between themselves; they will not, and indeed 
cannot, carry large transactions on their own capital 
alone for any considerable period. Even if they do 
so carry transactions the operation, whether under- 
taken for the benefit of commodity dealers or for other 
banks, becomes in effect a loan by one country to the 
other. Under the preceding argument this loan must be 
placed under the head of m.edia of international pay- 
ment, and be credited or debited at the rate of exchange 
prevailing when the loan is contracted. 

A similar type of argument applies in substance to the 
correction of disturbances arising in the "invisible 
items" fields. New international borrowing on a large 
scale, for example, will in the short-time period, that is to 
say in the first instance, be offset by increased move- 
ments of commodity bills, drafts, short- and long-time 
borrowings, and so on, in the other direction, with the 
net result that an approximate equilibrium between 
"media of payment," in the larger sense of the latter 
term indicated above, will be restored in each country. 
If such an equilibrium does not prevail at any given 
time the exchange rate will move, and by its movement 
restore substantial equality. Either the movement will 
cause a change in the volume of the demand for or 
the supply of media of international payment in each 
country (especially of finance bills and other short-time 
borrowings, since the volume of commodity transactions 
and of long-time investments cannot be materially in- 
creased in a few days' time), or it will change the rate at 
which money values are translated from the one cur- 
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rency into the other.* The repercussion of these changes 
on the level of the exchange rates presents quite a dif- 
ferent problem, which will be dealt with at another 
point; here we are concerned only with the nature of the 
short-time mechanism itself, not with the ultimate re- 
sults of its operation. 

The substantive results of the discussion up to this 
point may, for convenient reference, be summarized in 
two formulae; formulae, it must be remembered, which 
are here intended to apply only to the "short-time" 
period, as that period was defined at the beginning of 
this section, and which are based on the character of 
the operation of the short-time exchange market mech- 
anism. 

FOKMXILA I 

Total money value in money of A of media of pay- 
ment payable to A = Total money value in money of A 
of media of payment chargeable against A. 

The same formula of course applies to B. 

Formula II 
Either: 

Rate of exchange = (Total money value in money of 
A of media of payment payable to A) -h (Total money 
value in money of B of media of payment chargeable 
against B), 

Or: 

Rate of exchange = (Total money value in money of 

4. It may also be observed that the tendency toward a restoration of equality between 
the total money values of media of payment, made effective primarily through a change 
in the exchange rate quotations, will be still further strengthened in the case of large 
disturbances by the movement of the discount rate. If there is a large increase in the 
demands upon bankers for accommodation, whether it be for the sale of drafts or for the 
purchase of commodity bills, this drain of bankers' capital into international trade will 
cause a rise in the price charged for the use of such capital (that is, in the discount rate), 
and thus still fiu^her check the disturbance, unless international trade plays a wholly 
insignificant part in the transactions of the given banking center. For a tentative 
statistical examination of the correlation between exchange rates and the rate of dis- 
count under the gold standard, see the article by E. G. Peake in the Bankers' Magazine, 
(London) for August, 1921. 
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A of media of payment chargeable against A) -4- (Total 
money value in money of B of media of payment payable 
toB). 

With reference to the first formula, which expresses 
the equilibrium tendency just examined, this equality 
between total money values of media has been spoken of 
above as "approximate." How close is the approxima- 
tion? Obviously the total values for any given day will 
not necessarily be equal. But if the previous argument 
is valid any daily inequality will at once tend to produce 
its own correctives, in the movement of the exchange 
(and discount) rates and in the effect of such movements 
on the demand and supply of media of payment. Since 
the fluctuations in the exchange rates are themselves the 
measure of the divergence, the relative inequality can be 
no greater than the relative amount of the movement of 
the exchanges between the time they begin to move and 
the time that the corrective influences become effective. 
Since this last period is very short (the first shock will 
probably be taken up in large part by finance bills, 
which can of course be created very quickly), the in- 
equality will presumably be small at any one time, and 
will tend always to disappear entirely. It must be re- 
membered, also, that this formula was derived only 
with reference to the exchange market transactions of a 
given "short-time" period. When the so-called "un- 
derlying conditions" change substantially they will of 
course end the life of the given period, and they may or 
may not set up another in its stead.'' But while the 
actual content of the terms of the formula will then be 
materially altered, the effectiveness of the tendency it 
expresses continues unimpaired. Whatever the time 
period held in view, the total money values of the media 
of payment originating in that period which are charge- 

5. See the discussion on tliis liead in Section IV, below. 
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able against any given country, and payable to it, will 
tend always to approach equality. 

The validity of either of the alternative statements of 
the second formula appears almost by inspection. Un- 
der the assumptions on which this whole paper is based, 
there is nothing other than the total money values set 
upon the media of payment entering the market which 
can determine the exchange rate. In other words, the 
rate is simply the numerical ratio between the total 
money values, in the money of either country, that are 
paid in that country for the right to receive certain sums 
in the other country — that is, for the title to certain 
media of international payment — and the total money 
values, in the money of the other country, that owner- 
ship of these media entitles the holder to receive. Both 
prices and quantities enter into its determination, not 
prices alone. The two alternative statements may seem 
to permit the derivation of two distinct rates at the 
same time. But it is unnecessary to do more than state 
the fact that modern cable communication, and the 
high degree of organization of modern exchange mar- 
kets, make impossible the simultaneous existence of two 
substantially different rates. Only one will prevail at 
any given time. This rate will be the resultant of ex- 
change market conditions in each of the two countries. 
Through the process of adjustment already considered 
in connection with Formula I, the total money values of 
the media of payment offered and demanded in each 
country, if they fail of approximate equality at the then 
current rate, will alter that rate and in turn be altered 
by it, until for any given day a rate is established which 
will hold market conditions in both countries in sub- 
stantial harmony. This of course does not mean, how- 
ever, that the rate will be an exact mechanical quotient 
obtained solely from the media of payment entering the 
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market on that given day alone; speculation and other 
"extra-mechanical" forces will to some extent modify 
its theoretically rigid determination, and tend to aver- 
age up the day to-day fluctuations in the demand and 
supply of media. Since these other forces, however, 
must of necessity find their expression through the 
agency of total money values, their existence does not 
constitute an exception to the foregoing analysis. 

The preceding paragraphs have been concerned with 
the nature of the short-time equilibrium tendencies ap- 
pearing within a given country with respect to media of 
pajonent. There is also some reason for believing that 
an equiUbrium tendency exists, even under paper, be- 
tween the two countries: that in the short-time period a 
true par of exchange will appear. But whereas the 
eqmlibrium of media of payment will tend, I think, to 
hold good for any time period whatsoever under paper, 
precisely as it does under gold, any given parity under 
paper is wholly dependent for its existence, as will be 
demonstrated shortly, upon the existence of substantial 
stability in what have been described as the "under- 
lying conditions" governing international trade, and is 
indeed created by that stabiUty. As soon as these con- 
ditions change materially in either country the given 
parity is destroyed. 

The question of how long this "stability" may prop- 
erly be supposed to continue is too open to debate to 
permit the basing of any very positive conclusions upon 
its existence, and I shall therefore simply present for 
what it is worth a brief outline of the argument leading 
to a belief in the existence of a paper parity, without at- 
tempting to make this parity an integral part of the 
general structure of the international exchange process 
under paper. It must also be remembered that even if 
such a parity does exist, its actual importance in the 
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conduct of trade depends entirely on how long any one 
period of "stability" in the general conditions of trade 
can be supposed to endure. If the period is presumably 
very short, the parity will have little or no effect on the 
conduct of trade; if long, it may play a part almost as 
great as that of the gold parity. The decision is left to 
the reader. 

The economic conditions in each country which ulti- 
mately determine the course of international trade may 
be grouped under two more specific heads : first, the de- 
mand and supply schedules in each country for "inter- 
national" commodities (and indeed, in the ultimate 
sense, for all conamodities) ; and second, the so-called 
"invisible items" in foreign trade — charges for ship- 
ping, foreign investment, and so on, which are created 
by the demand and supply of services as well as of com- 
modities. For the purposes of the present inquiry, let us 
assume that these determining conditions are for the 
time being constant; either that they do not change 
enough to affect foreign trade materially, or that the 
changes in them offset one another.^ Assume further 
that the rate of exchange prevailing at the begiiming of 
this period is stable — that is, that it expresses these 
conditions accurately, and holds them in balance. Given 
these assumptions, it then appears that certain forces 
exist in the mechanism governing the exchange of media 
of payment which will tend to check any movement of 
the rates away from the level of stabiUty, and to restore 
them to that level. 

Suppose the rate, through some purely temporary 
cause which is at once removed and which does not 

6. These conditions are probably, in actual trade, in a state of slow but constant 
change. The amount of the net change in any short period, such as a few days or weeks, 
will ordinarily, however, be very slight, and with respect to such a period these condi- 
tions cannot inaccurately be regarded as substantially constant. The assumption of 
"stability," when made in connection with a discussion of short-time phenomena, is 
therefore not unreasonable. 
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affect the underlying conditions, such as an inaccuracy 
in the competitive mechanism, to move relatively 
against A. These results will then follow. First, an 
increased offer in A of commodity bills, a decreased de- 
mand for bankers' drafts, and so on through the other 
media of payment, together with an increase in the total 
money values of bankers' purchases in A, and a decrease 
in their sales. Second, an increase in the total money 
values of media chargeable against A, and a decrease in 
those payable to A; and an opposite movement in B. 
Finally, altho the temporary cause of the disturbance is 
soon removed, and the additional payments due to B are 
soon made, a rate of exchange will remain which leaves 
A's bankers with balances to pay to B's bankers: the 
media-of-payment equilibrium (Formula I) is upset. 
At this rate, favorable to those having payments to re- 
ceive in A and unfavorable to those in A who have pay- 
ments to make to B, the supply of media payable to A is 
in excess of the demand for media chargeable against A, 
and A's bankers will therefore quote a new rate, that is 
to say will offer a new price, more in A's favor. For such 
a rate will tend to restore substantial equilibrium be- 
tween the total money values of media of payment, and 
to make the bankers' accounts with B balance. The re- 
verse process will take place in B. At the same time the 
movement of the rates against A makes A attractive to 
B's bankers and exchange speculators for the placing of 
short-time loans (if they suppose, that is, that the rate 
will eventually return to something like its original 
level). This short-time lending will of itself tend to shift 
the rates in A's favor, since it represents, for the mo- 
ment, an attempt by B to make payments to A. 

Both sets of forces, international short-time borrow- 
ing and the direct effect of changes in bankers' quota- 
tions of rates in the exchange market, are thus working 
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to check the movement of the rates, and to bring them 
back. If the original cause of disturbance be assumed, 
as above, to be temporary and to disappear almost im- 
mediately, it is clear that the return movement of the 
rates will go on, presumably with various irregular 
oscillations and counter-movements, until a rate is 
established which once more satisfies the underlying 
conditions; that is, until the original rate is restored. 
For while such a disturbance will presumably affect 
commodity prices and even commodity movements for 
the time being, the ultimate determinants of the course 
of trade, namely the demand and supply schedules for 
commodities and services, are under the original assump- 
tion above not affected. When the disturbance is re- 
moved they will reassert themselves, and cause the 
restoration of the original rate of exchange: granted that 
monetary stability which was assumed earlier in the 
paper, no other forces can determine it. 

In this short-time period, therefore, there is reason 
for thinking that a self-restoring equilibrium of the ex- 
changes will tend to appear, based primarily on the 
movements and prices of media of payment, and created 
simply by the temporary stability of the underlying 
economic conditions existing in each country. In this 
sense it then becomes proper to speak of a par of ex- 
change even under paper, tho always with the qualifica- 
tion that its existence depends upon the continuance of 
this stability; a parity which is derived empirically, and 
which emerges simply as the level to which the rates 
tend to return. The nature of the parity in a long-run 
period, during which these conditions will necessarily 
change, will be examined in a later section; here we are 
concerned only with the short-time aspects. It may be 
added that the paper parity will probably be not a 
specific rate as it is under gold, but a narrow zone. In 
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the absence of a definite basis for the parity, such as 
that provided by the ratio between physical weights of 
standard coins under the gold standard, the operation of 
the "determinant forces" will probably not be suffi- 
ciently rigid and accurate to cause the emergence of a 
single fiat rate. Within this zone, any rate will pre- 
smnably satisfy trade conditions, and operate as an 
effective parity. As to the probable width of the zone, 
it is hard to say. Even under paper a movement in the 
rates as great as two or three per cent would probably 
cause a marked counter adjustment in the exchange 
market, but beyond that I should hesitate to go. 

Ill 

We pass now from the short-time mechanisms gov- 
erning media of international payment to our second 
principal problem: the commodity market and the rela- 
tionships between the total money values of a given 
country's commodity imports and exports. In making 
this transition we must also change the time period to be 
held in view. For the treatment of the proximate forces 
of the exchange market, the "short-time" period de- 
fined above was a satisfactory basis. But changes in the 
commodity situation usually require a time much longer 
than any one such period to work themselves out. On 
the other hand, the present section is not concerned with 
the ultimate effects on the general levels of commodity 
prices and money incomes of such changes: these ques- 
tions will be taken up at a still later stage. Rather, it is 
primarily concerned with the proximate mechanism by 
which changes in the exchange market are transmitted 
to commodity prices and movements, and with the im- 
mediate effects of such changes on these prices and 
movements. The time area involved is necessarily in- 
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determinate, and may therefore be designated as a 
"transition period" between the true "short-time" 
period of the exchange market and the period required 
for the appearance of the ultimate effects of a given dis- 
turbance on prices and incomes. Something Uke a year 
would probably be a reasonable estimate of its usual 
duration. It is obvious, however, that a time area of 
this size may embrace two or more " short-time " periods 
ia the exchange market proper, and that the working- 
out of the effects on the commodity situation produced 
by the phenomena of any one such short-time period will 
be blurred and obscured, in its later stages, by the im- 
mediate effects on commodities of subsequent changes 
in the exchange market, arising in a subsequent short- 
time period. To avoid this difficulty, and to simplify the 
discussion, these subsequent changes will be ignored 
here. We shall consider only the mechanism through 
which, in the course of the transition period, the condi- 
tions of the exchange market in a single short-time 
period alone, even tho this last be of only a few days' 
duration, are passed on to, and reflected in, the condi- 
tions of the commodity market. 

It must be observed that this part of our general 
analysis is not concerned with the why and the how of 
international commodity trade in general, nor with the 
forces that ultimately determine international com- 
modity prices. Fundamentally, of course, the com- 
modity market in large part creates and governs the 
exchange market, but here we still have in mind a period 
short enough to permit the exchange market to be re- 
garded as having an independent existence prior to the 
exchange market: so that commodity prices follow, 
instead of preceding and themselves determining, the 
prices of media of payment. Taking an international 
commodity trade for granted, and assuming the under- 
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lying determinants of that trade to be in a state of sub- 
stantial stability, we shall here consider only the changes, 
within the limits of that stability, which may arise in 
the media of payment — commodity relationship in a 
comparatively short-run period. The discussion in- 
volves three questions, which will be taken up in order: 
first, the conditions proximately determining the total 
money values paid and received for commodity imports 
and exports; second, the nature of the equilibrium tend- 
encies between such money values; and third, the 
process by which the volume of commodity movements 
is affected. After this examination of the character of 
the particular mechanisms involved has been com- 
pleted, an attempt will be made to trace the operation 
of the mechanism as a whole in a specific case of dis- 
turbance. 

(1) If we define import prices as the prices that the 
importer pays for the given commodities in the money 
of his own country, and similarly define export prices as 
the prices received by the exporter in the money of his 
country,' it is obvious that the commodity market is, in 
the first instance at least, dependent on and in point of 
time subsequent to, the exchange market: the prices 
actually paid or received for commodities in the com- 
modity market are the prices previously paid or received 
(with allowance for brokers' charges) in the exchange 
market for the media of payment based on these com- 
modities. But it is also obvious that the given com- 
modity prices may be paid and received not at the same 
instant that the corresponding prices are paid and re- 
ceived for the corresponding media of payment (that is, 
not when the total money values of these media are 
determined, in the money of the one country and of the 

7. That is, we are not here concerned with the price that the ultimate consumer 
gives, or that the ultimate producer receives, unless these persons chance to be them- 
selves importing or exporting directly. 
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other, by their purchase and sale in the exchange mar- 
ket) but at some later date. The transmission of total 
money values from the buyers and sellers of media of 
payment to the buyers and sellers of commodities, and 
the working-out of the effects of changes in these money 
values, will ordinarily involve certain "lags" in point of 
time. The amount of the lags will depend upon the time 
required to ship commodities from one country to the 
other, the form of the media of payment employed, and 
the character of the particular businesses. Disregarding 
the effect of the "invisible items," which may lessen or 
increase the amount of the changes in the commodity 
situation, but which will not alter their qualitative char- 
acter,* these lags are of two sorts. 

First, the lag arising in particular transactions. The 
price established in the exchange market for the media 
of payment based on a given commodity transaction 
will, if a bill of exchange be used, determine the export 
price of the commodities involved as soon as the bill is 
discounted. But those commodities will not enter the 
importing country, obviously, until the time required for 
their shipment has gone by. Nor will the price originally 
estabUshed in connection with them in the exchange 
market become a commodity import price until after 
this lapse of time : the commodities are simply not there. 
If on the other hand bankers' drafts or cable transfers be 
used, which do not enter the exchange market until 
after the commodities have been received as imports, 
the import price is immediately determined with refer- 
ence to the then current rate of exchange, practically 
synchronously with the determination of the price of the 
corresponding medium of payment. But the export 

8. Unless changes be assumed to take place independently in the invisible items 
themselves dxuing the period of the operation of the proximate commodity mechanism. 
This possibility, tho more apt than not to present itself in actual trade, may be ruled out 
here to simplify the exposition. 
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price which is received in the other country for these 
goods may be determined then; or the precise sum that 
the exporter was to receive in the money of his own 
country may have been agreed upon previously. In the 
latter case the import price will be determined by trans- 
lating this export price into terms of the other currency 
at the now current rate of exchange, and will be estab- 
lished at a time subsequent to the establishment of the 
export price by at least the length of time required to 
ship the commodities. The same thing holds substan- 
tially true if the exporter, on the basis of his sales con- 
tract with the importer in the other country, is able to 
borrow from a bank the amount (subject of course to 
discount by the bank) that he will later receive from the 
importer. 

This lag, however, arises only in relation to a given 
commodity transaction, and does not necessarily occur 
in all cases, and while its general effect is probably to 
cause the import prices of a particular parcel of com- 
modities to lag behind the corresponding export prices, 
it is perhaps not very important. The second lag, 
which affects the general body of commodity transac- 
tions as a whole, is of greater significance. It arises from 
the fact that the full effects on commodity prices of any 
important change in the level of the exchange rates will 
not necessarily be felt at once, or even at the end of the 
time lag considered above. Nor can the nature of these 
effects be predicted in general terms. A given change 
may operate, for example, to the disadvantage of A's 
importers, relative to a particular commodity transac- 
tion. But only when the next contract is made between 
A's importers and B's exporters can the full results of the 
change be seen, for the original commodity transaction 
was contracted for before the given movement in the 
rates took place, and the gain or loss from the move- 
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ment, depending on how the contract was drawn, must 
be accepted without recourse. When a new contract is 
arranged, however, this movement can be allowed for in 
the terms of the contract. Needless to say, small or 
obviously temporary movements in rates will hardly 
affect commodity transactions; and, also needless to 
say, the nature of the new arrangement, the distribution 
of the gain or loss, will depend on the relative advantage 
or disadvantage in trade of the particular dealers 
and of the particular countries as a whole. No general 
prediction is possible. A movement of the rates against 
A, for example, may cause a rise in A's import prices, 
with no change in B's export prices, or a fall in B's ex- 
port prices with no change in A's import prices; and it 
may cause a rise in A's export prices with no change in 
B's import prices, or a fall in B's export prices with no 
change in A's export prices. More probably, the gain 
and loss will to some extent be divided between the 
various dealers in the two countries: all four sets of 
prices will shift somewhat. It must further be observed 
that in many cases, if not in most, speculation will tend 
to decrease the time required for these price adjust- 
ments, and to diminish the disparity between the va- 
rious sets of prices. Where the market for the given 
commodity is highly organized, as for wheat, speculative 
forces will cause the prices of that commodity in the 
importing country to adapt themselves to the probable 
prices of these imports long before they are received or 
even shipped. With this process, however, we are not 
here concerned. 

(2) So much for the elements in the proximate mech- 
anism connecting commodity prices with the exchange 
market. It is clear that in the short-run or transitional 
period here under consideration any given condition in 
the exchange market will tend to be reflected, with the 
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indicated lags and barring other disturbances, in the 
markets for commodities and services, including foreign 
investments; ' and it therefore follows that the equilib- 
rium tendency of media of payment in the "short- 
time" period, summarized in Formula I, will also tend 
to appear as between the total money values of a 
given country's exports and imports. That tendency 
may be expressed as follows: 

FOEMULA III 

Total money value in money of A of A's exports = 
Total money value in money of A of A's imports. 

The same formula, of course, applies also to B's ex- 
ports and imports. 

The term "imports and exports" however, under the 
conditions of actual trade, of course includes both com- 
modities and services, and the formula therefore applies 
simply to the totality of a given country's international 
dealings. It governs the total money values, measured 
in the money of the given country, not only of com- 
modity transactions, but also of international borrow- 
ings (regarding these borrowings as being in the first 
instance an outright payment from one country to the 
other, and their liquidation as another and separate 
payment), of shipping charges, and of the various other 
invisible items. ' If all prices for such goods and services 

9. Should the conditions of the commodity and other markets thus established not be 
in substantial harmony with the underlying economic conditions in each country, or 
should these last conditions themselves change, the result will, of course, be a change in 
the situation in the commodity markets, and a reflection of this change in the exchange 
markets and exchange rates. But such changes require a longer time to work them- 
selves out than the "transitional" period here held in view embraces, and they involve a 
study of certain forces not relevant to the present discussion. Consideration of them is, 
therefore, reserved for a later part of the paper. See especially the first half of Section 
IV, below. 

1. No attempt is made in this paper to discuss the mechanism of international bor- 
rowing, but it is obvious that such borrowings are of two distinct types: short-time 
loans, effected between international bankers, and primarily a phenomenon of the 
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were paid and received instantaneously with respect to 
any given transaction, and if changes in the exchange 
market produced their full effects on commodities and 
services immediately, this formula would be a neces- 
sary and immediate corollary of the media-of-payment 
formula. Since these conditions of course do not prevail 
in a dynamic state of trade, the operation of the tend- 
encies it expresses is necessarily blurred and retarded, 
and it therefore presents a correspondingly less accurate 
picture of actual conditions. The existence of the va- 
rious lags previously examined makes it necessary to 
take as the basis of the formula, not the total money 
values of the imports and exports entering or leaving a 
country in any given day or other period, but the total 
values of those exports and imports which are related to 
the exchange market transactions of that day or period. 
In other words it obtains its validity and is brought into 
substantial effect, not from transactions in commodities 
and services as such — not from the direct relations, for 
example, between A's exporters and A's importers — 
but from the operations of the foreign exchange market; 
that is, from the competition between, and the relations 
of, international bankers. Under modern conditions it 
tends to be valid because the media of payment formula 
is approximately valid. It is a resultant only, and there 
is probably nothing in the mechanism of international 
transactions in commodities and services alone, as these 
transactions are now conducted, which would independ- 
ently make it effective even under the gold standard. 

money market alone; and long-time loans effected for industrial, governmental or other 
purposes. The effects of any large movement in the international trade situation will be 
much more permanent and far-reaching for the second class of loans than for the first, 
and will operate through somewhat different mechanisms. The reader may also be re- 
minded again of the fact that all the elements going to make up the totality of a given 
country's exports and imports, whether commodities or invisible items, will at some 
stage in their life history enter and affect the exchange market. For the purposes of an 
examination of such imports and exports which takes the exchange market as its point of 
departure, it is therefore not misleading to regard these elements as homogeneous. 
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The formula here derived is of course based only on 
those commodity (and services) transactions which are 
related to a given set of media-of-payment transactions 
of a particular "short-time" period in the exchange 
market. When we attempt to consider the first type of 
transactions as a whole, and to take an area in time 
larger than any one such short-time period, the situation 
with respect to commodities and services becomes very 
complicated. It is no longer permissible to assume sub- 
stantial stabihty in the underlying conditions, and any 
one chain of effects therefore blurs the operation of pre- 
ceding and of subsequent chains, and in turn is blurred 
by them. But the equilibrium tendency with respect to 
any given set of transactions that find expression in a 
common exchange market (whatever be the time area of 
that market) of course continues in operation, and in the 
long run will be substantially effective for the totality of 
a given country's trade, irrespective of such time areas 
in the exchange market alone. Temporary inequalities 
in particular transactions will largely cancel and dis- 
appear in the aggregate of transactions. It is therefore 
presumably true, as it was for the media-of-payment 
formula, that whatever the time period selected as the 
basis, the commodities and services formula is sub- 
stantially valid for the transactions occurring within 
that given period.* 

2. No attempt has been made in the foregoing discussion to show the analogy of the 
short-run mechanism under inconvertible paper to that under gold, but with certain ob- 
vious exceptions this analogy between the mechanisms as such, tho of course not between 
the results of their operation, is in many respects very close. The three formulae, also, 
with the qualifications made necessary by the introduction of gold as a part of the legal 
currency, are presumably as valid under the gold standard as under paper. An applica- 
tion of the method of analysis outlined in this paper to the conditions of international 
trade under the gold standard, where a conclusive statistical basis can more easily be 
obtained, might well cast new light on the older theory. 

It may be added that a formula for the determination of the exchange rate can be based 
on exports and imports. Since one country's exports are the other country's imports, 
under the original assumption of trade between only two cotintries, the rate can be re- 
garded as the numerical ratio between the total money values in the money of A of A's 
exports, and the total money values in the money of B of B's imports; or vice versa. 
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(3) The next question to be considered in connection 
with the mechanism of the relationships between the 
foreign exchange markets and commodities is that of the 
process by which changes are transmitted in the first 
instance to the volume of conamodity movements. (The 
effect of the invisible items is again disregarded.) The 
transmission, in addition to the lags of commodity 
prices behind the prices of media of payment which we 
have just examined, involves another lag arising from 
the inevitable delay in the reflection of changes in com- 
modity prices in the volume of commodity movements. 
The amount of these last changes, even in the first in- 
stance, is not necessarily predictable. Suppose, without 
as yet examining the detail of the process in a particular 
case, that the net result of a movement of the exchange 
rates against A is a higher level of the prices both of ex- 
port and import commodities in A. A's exporters, on 
finding that they are going to be able to secure a higher 
price than before for their conunodities if import prices 
in B are left unchanged, may simply elect to pocket the 
gain without attempting any change in the volume of 
sales; or they may take advantage of the change to in- 
crease their sales by quoting a lower price abroad, and 
themselves receiving only the original price. And A's 
importers, on finding that they must pay higher prices 
than before, may cut down the volume of their purchases 
and thus, assuming the export supply schedule of the 
other country to remain unchanged, force a return to the 
original price paid by them (in which case export prices 
in B will fall); or they may find it possible either to 
absorb the loss themselves or to pass it on to the domes- 
tic distributive system, without reducing the volume of 

But such a derivation of course yields only the rate which tends to appear as a "normal " 
or average level with respect to the given set of transactions, rather than the rate ac- 
tually quoted on any given day: that rate is, as already indicated, proximately deter- 
mined with reference to the total money values of media of payment 'entering the 
exchange market. 
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the flow of goods. If on the other hand the result of the 
movement of the exchanges against A were, not a rise in 
A's commodity price levels, but a fall in B's price levels 
with no change at all in A, the opposite chain of argu- 
ment would apply to B's exporters and importers. The 
volume of B's commodity exports might stay the same, 
or fall oflf ; of imports, stay the same or increase. Finally, 
if the movement of the rates affected commodity prices 
in both countries, as would more probably happen in 
actual trade, the result would be an unpredictable and 
indeterminate blending of these two types of change in 
commodity movements. And the closeness with which 
the change in commodity movements would follow that 
in the exchange rates is also unpredictable. In addition 
to the "lags" of commodity prices behind the prices of 
media of payment, there is also a possible lag due to the 
varying rapidity with which exporters and importers can 
or will change the volume of their purchases and sales. 

Only by assuming a movement in the exchange rates 
so great and of such duration that if a loss were involved 
exporters and importers and the distributive systems 
could not absorb it, or that if a gain were involved 
competition would break up any general attempt to mo- 
nopolize it, can we safely assert that a change in the vol- 
ume of commodity movements will necessarily follow a 
movement in the exchange rates. And even with this 
assumption neither the amount of the change nor the 
closeness with which it will follow the movement in 
rates can be definitely predicted; only its direction can 
be foreseen. Finally, the various alternative results 
that can follow any given movement in the exchanges 
are so numerous that a positive statement as to the 
nature of the probable effects on commodity price 
levels, and on commodity movements in general, can 
have but Uttle significance. Before any one such move- 
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ment can work itself out another will begin, and the re- 
sults of the first will become inextricably blended with 
those of the second. The effects of such a movement on 
the "invisible items" will be equally complex and un- 
predictable, but under the original assumptions leading 
to a virtual elimination of this field they may be ignored 
here; granted monetary stability, the dominant and 
determinant factor in international trade will of neces- 
sity be commodity transactions and commodity move- 
ments. 

We have now completed our examination of the va- 
rious elements of the mechanism which proximately con- 
nects the exchange market with commodity prices and 
commodity movements in the "transitional" period. 
To present a more coherent picture of that mechanism 
as a whole it will perhaps be profitable to trace through 
the effects of its operation in a specific illustrative case 
of disturbance — disregarding, for the purpose of the 
argument, the effects of those subsequent disturbances 
which would almost certainly arise in actual trade before 
the original chain had worked itself out. Let us take two 
countries, A and B, and assume that some change in the 
general industrial conditions of B results in a consider- 
able increase in B's demand (in the schedule sense) for 
imports of steel from A. Assume also, to simphfy the dis- 
cussion, that the net result is a permanent increase in the 
volume of these steel movements.' What will happen? 

B's demand for A's steel has undergone a marked in- 
crease in the schedule sense, but the new price level for 
imported steel, whether higher or lower or the same as 
before, and the extent of the increase in the volume of 

3. In other words we are materially altering the "underlying conditions" governing 
trade, and attempting to trace the process by which exchange and commodity markets 
adjust themselves to the new status of these conditions. To simplify the discussion still 
further we may also assume that the change takes place rapidly, and that the under- 
lying conditions then resume substantial stability for some time, tho of course on a new 
level; that is, no further fundamental disturbances are introduced. 
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cominodity movements, cannot be determined except 
with reference to the new level of costs of production for 
steel in A, and to the exchange rate. The cost of pro- 
ducing steel in A will presumably rise at first, from 
the operation of temporary increasing costs, altho ul- 
timately, when the steel industry has become adjusted 
to the increase in output, the operation of decreasing 
costs will probably cause the price of steel to fall below 
the original level. The transmission of these various 
effects to the importers of steel in B, however, will in 
turn depend upon the level of the exchange rates, and to 
their determination we must first turn. It is obvious 
that if we can assume the general character and volume 
of the trade between the two countries to remain for the 
time being unaltered, except with regard to steel, the 
exchange rate will move in A's favor. (The detail of the 
change will be considered in a moment.) This move- 
ment will, by tending to lower A's export prices, dis- 
courage A's steel exporters, while by tending to raise B's 
import prices it will discourage B's steel importers.* The 
net result will be a somewhat smaller increase in the 
volimie of steel movements than would have taken place 
had the old exchange rate been maintained; and, unless 
A's steel exporters will accept the whole loss in order to 
expand their market to the utmost, a rise in the prices of 
steel imports in B.^ 

4. Theoretically, A's export prices might continue unchanged, and B's import prices 
be lowered by the amount of the shift in the rates; or B's import prices continue un- 
changed and A's export prices rise. In actual trade both sets of prices will almost cer- 
tainly be affected somewhat, 

5. In the long run, when the operation of decreasing costs will presumably cause a 
decline in the prices of steel exports in A, the prices of steel imports in B will fall and the 
volume of the steel movements will increase somewhat, unless the steel exporters in A 
elect to keep all the gain and do not attempt to increase sales. If the total money values 
of the steel exports continue unchanged the exchange rates will not be affected. If they 
are altered the rates will shift also, and slightly modify these results. The primary de- 
terminants here are of course the supply schedule for steel in A, and the demand schedule 
in B, together with such changes as may occur in those schedules. 

With respect to the general question of changes in the level of export prices, it may be 
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So much for the effects relative to steel alone. There 
remains for consideration the question of the effects on 
the exchange rate and on commodity movements in gen- 
eral. The mechanism of the operation of these effects 
has been indicated at some length in the preceding 
pages, and need not be presented in detail here. The 
increase in exports of steel from A will cause an increase 
in the demands upon international bankers for means of 
payment in A (an increased supply in A of bills of ex- 
change, or an increased demand in B for bankers' drafts, 
etc.), and consequently a movement of the exchange 
rate in A's favor. This movement, as explained else- 
where, may by simply changing the ratio at which 
money values in the one currency are translated into 
terms of the other be of itself sufficient to restore equi- 
librium in the exchange market. More probably, by 
making A a favorable place to sell goods, and B a favor- 
able place to buy, it will call forth an opposite supply of 
or demand for media of payment, largely based on 
goods, and adequate to offset those media newly created 
by the steel transactions.^ In both cases A's imports 
would be encouraged and her exports discouraged, 
through the mechanism and with the "lags" previously 
discussed; and, as was also indicated above, the change 
in commodity prices and movements will in turn result 
in a shift of the exchanges somewhat in B's favor. 
Whether or not the shift will be all the way back to the 
former level will depend on the relative advantage in 

added that in manufacturing the most probably result of an increased output, if the in- 
crease be an appreciable percentage of the former output, is of course increasing cost at 
first, followed by decreasing cost as the industries adapt themselves to the new demand. 
For agricultural products the second stage is less likely to follow, unless the increase in 
demand be so great as to induce radical improvements, and in any event will probably 
appear much more slowly. The ultimate results of disturbances in this field would, 
therefore, be somewhat unlike those of the industrial disturbance here considered. 

6. A small movement might be offset by the transfer of international bankers' capital 
from one country to the other, without affecting commodities at all, but a movement of 
any importance and permanence will almost inevitably affect commodities. 
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trade of the two countries in the Ught of the new steel 
movements.' 

The initial results of the steel transactions on the gen- 
eral trade situation then are, first, a movement of the 
exchanges in A's favor; second, an increase in the vol- 
ume of A's commodity imports and a probable decrease 
in the volume of A's exports other than steel; and third, 
a return movement of the exchanges in B's favor. Be- 
yond this point it is hardly profitable to push the analy- 
sis of the mechanism. The changes in the volume of A's 
exports and imports, because of their reaction on the 
demand and supply schedules of both countries, will in 
due course and after various lags again affect the ex- 
changes somewhat, and this movement will start an- 
other cycle. The process becomes similar to a decreasing 
spiral, and need not be pursued farther. The two things 
of significance, which bring some order out of this chaos, 
are first, the tendency of the total money values of the 
media of payment chargeable against and payable to 
any given country to approach equality (Formula I); 
and second, the tendency of commodity prices and com- 
modity movements to follow, with the indicated lags, 
important changes in the prices of the corresponding 
media of payment. 

The net effect on the exchange rate, so far as the steel 
transactions alone are concerned, will probably be some 
permanent shift in A's favor. Inasmuch as B is taking 
an increased quantity of goods from A,* without any 

7. The ultimate result of the steel transactions might be the simple substitution of 
steel for some other commodity or commodities in A's export trade; or A might be in- 
duced to accept new imports from B that would offset the steel exports in the exchange 
market. Obviously the results on the advantage in trade, on the levels of export, im- 
port, and domestic prices, and even on the exchange rates, cannot be predicted except in 
terms of the trade of particular countries at particular times; and even this prediction 
would be dubious. See the discussion, however, in the next section. 

8. Any large increase in particular commodity imports will in actual trade almost 
certainly produce some permanent increase in the totality of imports; and in the first 
instance will cause a very marked increase. See footnote 6 above. 
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accompanying increase in A's schedule demand for B's 
products, B can only make the additional payments for 
these goods by offering its products at a somewhat lower 
price in A than before. The application of Formula II 
to B then indicates that the rate will move permanently 
in A's favor: the total money values of media of pay- 
ment chargeable against B, and measured in B's money, 
will increase relative to the values of these media when 
they are regarded as payable to A, and measured in A's 
money. In other words the underlying conditions gov- 
erning trade have altered permanently, and a new level 
of the exchanges is required to satisfy them. Also, a 
new parity will emerge, if the earlier argument under 
that head be accepted. It may also be observed, for 
reference later, that since the additional goods B is now 
sending to A to make the requisite additional payments 
are being offered at a lower price in A's money, the in- 
crease in the quantity of these goods necessary to make 
their total money values in A's money equal the total 
money values, also measured in A's money, of the new 
increment of commodities now being demanded by B 
from A — that is, of B's additional steel imports — 
must be somewhat more than proportionate to the in- 
crease in the quantity of these steel imports alone. 

The substantive conclusions of the discussion in this 
and in the preceding section may be stated very briefly. 
First, an examination of the character of the media of 
international payment entering the exchange market 
under an inconvertible paper regime, and of the proc- 
esses by which their prices were determined, led to the 
conclusion that an approximate equaUty would tend 
always to manifest itself between the total money values 
of media of payment chargeable against and payable to 
any given country, with reference to any selected time 
period in the exchange market. Second, and incidental 
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to the establishment of this conclusion, it was found that 
the exchange rate tends, as far as its immediate deriva- 
tion is concerned, to be simply the numerical ratio be- 
tween the total money values in the money of the one 
country, and the total values in the money of the other 
country, of the media of payment chargeable against or 
payable to either country. Some reason was also dis- 
covered for beUeving that a true parity might arise, even 
under paper, in the short-time period, altho the argu- 
ment was admittedly inconclusive. Third, an investiga- 
tion of the connection between the prices of media of 
payment and the prices of the corresponding commodi- 
ties showed that the transmission of changes from one to 
the other involved certain time lags, and other inac- 
curacies, which are not entirely predictable. Fourth, 
the total money values of a given country's exports and 
imports were seen to have a constant tendency to 
approach equality, if the term "imports and exports" 
be so interpreted as to include the invisible items as 
well as commodities. Finally, an analysis of the process 
by which the volume of commodity movements is af- 
fected by changes in the exchange market revealed the 
nature of the mechanism and of the additional time lags 
involved, but showed also that the number of the alter- 
native possibilities in any particular case made a definite 
statement as to the net effects on commodities impos- 
sible, even for the comparatively brief "transitional" 
period in the life of the given operation. 

IV 

The discussion up to this point has been primarily 
concerned with "short-time" or "transitional" mech- 
anisms in the foreign exchange and commodity markets, 
and has made the exchange market prior in point of 
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time to the commodity market: it has regarded com- 
modity prices as resultants rather than as determinants 
of the prices of media of payment. This method of ap- 
proach is vaUd for a treatment of the short-run period, 
but in the ultimate view of the case commodity prices 
and commodity markets are of course the real deter- 
minants. The present section takes this "ultimate" 
view as its basis. It will attempt to deal with certain 
long-run aspects of the foreign trade situation, and es- 
pecially with the question, hitherto necessarily neglected, 
of the relationships prevailing between international 
conditions and the more purely domestic conditions 
within any given country. Of the various specific 
problems which at once suggest themselves we shall 
consider only four: first, a continuation into the long- 
run field of the earUer examination of the working-out of 
the effects arising from a given case of disturbance in the 
field of international trade proper; second, an examina- 
tion of certain aspects of the long-run relationships be- 
tween the various kinds of prices — export, import, and 
domestic; third, a brief consideration of the connec- 
tion between international trade and the phenomena of 
the business cycle; and finally a tentative investigation 
of the probable character of the par of exchange under 
inconvertible paper, in the long-run period. 

It will be remembered that the specific disturbance 
discussed at the end of the previous section arose from a 
marked increase in the demand of B for the steel exports 
of A. The ultimate results upon general price levels and 
money incomes of the working-out of the effects of any 
single process of this sort would, under the conditions of 
actual trade, be almost certainly blurred and hidden (as 
was explained above) by the effects of subsequent dis- 
turbances in the exchanges, and of disturbances arising 
from sources other than the field of international trade 
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alone. If however we can be permitted, for the purposes 
of the argument, to abstract from these other disturb- 
ances, we can then indicate to some extent the probable 
nature of the effects on prices in general, and on money 
incomes. 

To return to the earlier hypothesis, A is now export- 
ing much more steel to B than before. This increase 
may simply represent a diversion of A's production of 
steel from domestic markets to the export trade, and a 
shift of labor and capital from domestic to export manu- 
facture, but more probably the larger part of it at least, 
assuming a substantial increase in exports, will be new 
production. Furthermore, this new steel may be a net 
addition to the voliune of A's exports; or it may repre- 
sent in some part simply a substitution of steel for ex- 
ports of other commodities. The first alternative will 
presumably be the immediate result; the second, the 
ultimate one, since the general tendency of the ex- 
changes to move somewhat in A's favor will restrict 
those exports of other commodities which had only just 
been profitable at the former rates. Eventually, then, 
the volume of A's exports will be increased by an amount 
somewhat less than the increase in the volume of steel 
exports alone. 

What of the volume of A's imports? B must make to 
A an increase in payments great enough to offset in the 
money of A the increase in A's exports, and under the 
rigid paper hypothesis these payments will in large part 
be made in commodities. A part of the payments, also, 
may be made by a shift in the balance of the "invisible 
items," but for reasons explained earUer in the paper 
this form of payment will be neglected here.' The net 

9. If independent disturbances in this field be ruled out, as they were by the original 
hypothesis of isolation in connection with the present chain of effects, the invisible items 
will not introduce any qualitative modifications into the conclusions reached. Their 
effect will simply be, by their absorption of a part of the disturbance in the general situa- 
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immediate result of this disturbance, as was shown in the 
last paragraphs of the previous section, was a movement 
of the exchange rate against B. Therefore an increase in 
the volume of B's exports, more than proportional to the 
increase in the volume of A's exports, will now be nec- 
essary to effect the required additional payments: B's 
products are worth relatively less than before in A's 
money, and A's products relatively more in B's money. 
It is true that insofar as the steel exports tend merely to 
replace certain other items in the totality of A's exports, 
an increase in payments by B will become unnecessary; 
and insofar as the exchange rate, even with an increase 
in payments by B, tends to swing back to the original 
level — a possibiUty suggested in the earlier discussion of 
mechanisms — a more than proportionate increase in the 
volume of B's exports will also be unnecessary. But if 
the new commodity transactions are of any considerable 
size, only an abnormal pecuUarity in the conditions of 
demand and supply will prevent some permanent shift 
of the exchange rate in A's favor, as far as this series of 
causes alone is concerned. 

The net long-run results of these changes can be stated 
briefly. There has been an increase in the volume of A's 
exports, but a more than proportionate increase in the 
volume of B's exports; hence there will be more com- 
modities than before in A, and less than before in B. 
Under the quantity theory, and with the original as- 
sumption of a fixed quantity of money within each 
country, this will mean some eventual fall in the average 
of A's prices, and some rise in the average of B's.^ On 

tion, to diminish the quantitative importance of the effects passed on to commodity 
prices and movements. The invisible items of especial importance in this connection are 
transfers of international bankers* capital, and transfers of investment capital. The 
former, primarily in the guise of finance bills, are the principal agency through which 
large disturbances will in the first instance be checked and absorbed. 

1. These results would seem to be in diametric opposition to those obtaining under 
gold, for in the strict Ricardian reasoning a new need on the part of B to make payments 
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the whole A gains, and B loses, from the results of the 
train of effects produced by the increase in the steel 
transactions. A's people gain insofar as their money in- 
comes fail to reflect, or lag behind, the fall in commodity 
prices (which is presumably not great, however, since 
the change in the total volume of commodities in A is 
small, relative to that volume) ; and they gain directly, 
insofar as they are consumers of imports, from the lower- 
ing of the level of import prices.^ Moreover A, as a 
country, is receiving more commodities than before 
from B, while she is paying for those commodities with 
a less than proportional increase in her own exports: 
she is getting her imports at a lower commodity price. 
Mutatis mutandis, B's people lose. For them the level 
of import prices has risen, money incomes will lag be- 
hind or fail to reflect the rise in prices, and B, as a coun- 
try, is paying a higher commodity price than before for 
her imports. Further, money incomes in A's export in- 

in A would lead to a flow of gold, a rise of prices in A, and a fall in B. But I cannot see 
that the results in the two cases are necessarily inconsistent. Under the gold standard, if 
B has new payments to make to A, part of those payments will of course be made in gold, 
if the exchange rates move far enough; and to this extent the Ricardian reasoning as to 
the effects on prices is valid. But a large part of the payment — and, if the latter is of 
considerable size, perhaps the largest part — will be made in commodities, precisely as 
under paper; and as far as these commodities alone are concerned prices will be affected, 
under the quantity theory, in a way exactly opposite to that produced by the gold move- 
ments alone: prices in A will tend to fall, and in B to rise, precisely as under paper. 

The net result may be a rise of prices in A and a fall in B ; or a fall in A and a rise in B ; 
or no change at all. The amount and direction of the change, for example in A, will de- 
pend on the relation between the proportion that the new gold bears to the media of pay- 
ment already circulating, and the proportion that the new increment of commodities 
bears to the commodities already in process of exchange. If the former is larger, prices 
will rise; if the latter is larger, prices will fall; and if the two are substantially the same no 
change will take place at all. And the same type of argument applies to B. In other 
words the theory of the price changes appearing under inconvertible paper is not incon- 
sistent with that of the changes under gold; the former is simply a special case of the 
general theory that works itself out more fully under gold. 

In this connection see the paper by Professor Taussig, already referred to, in the Quar- 
terly Journal of Economics for May, 1917. 

2. Logically, of course, A*s import prices might remain unchanged if B's export prices 
fell by the full amount of the shift in exchange rates, and vice versa, but a compromise 
result is more probable: one set of prices will fall a little, and the other not so far as it 
otherwise might. It must be remembered, of course, that the exchange rate is not de- 
termined even ultimately by import and export commodity prices alone, but by total 
money values. 
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dustries will not fall, and may rise (from the probable 
rise in export prices and from the ultimate operation of 
decreasing costs), while for the opposite reasons money 
incomes in B's export industries will not rise, and may 
fall. 

The foregoing discussion has traced the chain of con- 
sequences following on a change originating primarily in 
the international trade situation. The reqmrements of 
logical completeness also demand an examination of the 
chain of consequences produced by a change originating 
in the "domestic" situation as distinct from the purely 
"international." Such a change would be represented, 
for example, by a rise in the general price level in A due 
to monetary causes alone, and not accompanied by an 
original change in either A's or B's supply or demand 
schediile for foreign trade commodities. The mechan- 
ism of the consequent effects, however, does not differ in 
its component elements from that which we have al- 
ready outlined, and any very detailed or accurately 
qualified discussion would simply involve a repetition of 
the argument above. The probable results of its opera- 
tion can be indicated very briefly. 

Granted a rise of relative importance and permanence 
in the general level of A's prices, the accompanying rise 
in A's export and import prices ^ will reduce the volume 
of commodity exports, increase that of imports, and 
through the effects on the total money values of media of 
payment produce (with the necessary allowance for 
"lags," which now operate /row commodities to media of 
payment) a marked initial movement of the exchange 
rates against A. This movement in turn, through the 
mechanism already examined, will result in still higher 

3. The question of the relationships between domestic and international commodity 
prices is discussed below. Here, without examining the mechanism of the process, it is 
arbitrarily assumed that the rise in purely domestic prices has eventually caused a sim- 
ilar movement in the international prices of the given country. 
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import prices in A (higher by the initial rise, plus the 
rise due to the adverse movement of the exchanges), and 
in higher export prices; while in B export and import 
prices will stay the same or fall. These conditions will, 
however, through their effects on the demand and sup- 
ply schedules in the two countries, tend to increase the 
volume of A's commodity exports and decrease that of 
its imports, relative to the initial changes in those vol- 
umes. The exchange rate, in comparison to its earlier 
movement, will now swing back somewhat in A's favor, 
and this swing will set up a new chain of effects, of 
somewhat smaller quantitative importance than the 
preceding one. As far as this cause of disturbance alone 
goes, then, there will follow a diminishing spiral of such 
alternate movements and repercussions, which we need 
not trace in detail, with the net result that, taking the 
exchange rate fluctuations as a whole, the level of the 
rates will have moved permanently against A. And, 
again without repeating the argument of the preceding 
pages, it further appears that as a result of this change 
A will lose, while B will gain: a result opposite to that 
produced by the disturbance previously considered. 
Prices in general in A, and especially import prices, have 
risen,'' while money incomes will lag behind or entirely 
fail to reflect the change in commodity prices. More- 
over, export industries will be in some measure dis- 
couraged. In B the opposite conditions will prevail. 

The question of the general relationships prevailing 
under inconvertible paper between export, import, and 
domestic prices is not capable of any very definite 
answer. The earlier discussion has shown, incidental to 
the examination of other matters, not only that export 

4. The increase in the volume of commodity imports relative to exports would, taken 
alone, cause prices to fall, but the quantitative importance of this influence in the general 
price situation will be offset by the more than proportionate increase in commodity im- 
port prices — proportionate, that is, to the increase in the quantity of commodities 
themselves. 
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and import prices within any given country can and will 
move for considerable periods in different directions, 
but also that such movements may arise quite independ- 
ently of the situation in the markets for purely domestic 
commodities. And no force originating in the field of 
purely international trade was discovered which would 
of itself restore any given previous relationship between 
the three groups of prices. In a dynamic state of trade 
this constant change is inevitable. The underlying 
conditions that determine domestic as well as interna- 
tional trade, and that govern the direction of the in- 
vestment of a given country's capital and labor, are 
themselves continually changing, and the various sorts 
of prices in which they find expression must necessarily 
alter their relationships in correspondingly unpredict- 
able fashion. Nor is this situation pecuUar to the con- 
ditions of trade under inconvertible paper. It is equally 
true of countries whereof the monetary systems are 
based upon gold. Only this can be said: if the terms of 
the trade between two countries are such as to make the 
production and exchange of international commodities 
either a distinctly more profitable or a distinctly less 
profitable field than purely domestic investment, the 
result will under competition tend always to be a shift- 
ing of labor and capital into the more favored field. 
Money incomes received for similar sorts of services 
(whether it be the services rendered by the recipient 
himself, or by something he owns) will tend always to 
approach equality, tho haltingly and only after an un- 
predictable lapse of time. But the proximate agency in 
this process is of course the price mechanism, and in this 
sense the three groups of prices may be said to move, or 
to tend to move, in harmony. 

There seems to be some reason, also, for thinking that 
import prices are somewhat more sensitive than export 
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prices: that they will react more quickly to changes in 
general conditions, whether these changes be domestic 
or international. First, they are one step nearer the 
consumer in the distributive mechanism. Second, they 
must be proximately determined with direct reference 
(from the importer's point of view) to market conditions 
within the importing country, whereas export prices are 
determined in the first instance abroad, and the ex- 
porter may be able to pass on any given disturbance, for 
a time at least, to foreign import markets. Third, the 
effects of speculation in discounting future price changes, 
and in bringing the prices of international and domestic 
commodities into harmony, are probably felt primarily 
in the field of import rather than of export prices, since 
the prices of goods that will enter the given country are 
of greater immediate importance in the general domestic 
price situation than the prices that will be received for 
goods having that country (for export prices are of im- 
mediate concern only to the given producers involved; 
import prices, to all domestic sellers and buyers of the 
commodity). Finally, since the general terms and con- 
ditions of production can be changed only with relative 
slowness, import prices probably tend to be established, 
in the first instance at least, with reference to the cor- 
responding export prices in the other country. A de- 
crease in the (schedule) demand of either country for 
imports, for example, would presumably at first merely 
cut down the volume of export production in the other 
country, without necessarily affecting prices either 
there or in the importing country. Only after some time 
would it result in a substantial reduction of prices and in 
the driving of labor and capital out of the export indus- 
tries involved.^ This whole argument may be open to 

5. The possible "lag" here considered is, of course, not to be confused with the lag 
examined earlier in the paper in connection with the export and import prices of a par- 
ticular shipment of goods; a lag which arises only in the proximate, short-time mechan- 
ism of exchange, and which operates in the opposite direction. 
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question, and is advanced simply for what it is worth. 
It may be added, however, that insofar as it has vaHdity 
the exchange rate would appear to move, in any given 
case of disturbance, with export prices as the proximate 
base or pivot: that is, it will tend to produce its prin- 
cipal initial effects on import prices. 

Finally, apart from questions of detailed mechanism, 
it is obvious that the character of the general relation- 
ship between international and domestic prices will de- 
pend in part on the relative importance of international 
trade in the economic life of the given country. Where 
that importance is slight, the international prices of 
the country concerned will be primarily resultants, and 
changes in them will tend to follow, rather than to 
cause, changes in the domestic situation. Where it is 
great, as in England at the present day, international 
phenomena may themselves be a significant and even 
a dominant factor in conditions which are primarily 
domestic. Changes in the volume of international 
trade may affect purely domestic prices materially, 
through changes in the proportion of commodities in the 
given country to the quantity of money; and, of perhaps 
greater actual importance, changes in the volume of the 
media of international payment may change the level of 
the discount rates, and thus produce a marked effect 
upon the conduct of purely domestic commerce and in- 
dustry, with a corresponding effect on domestic prices. 

Closely related to this question of prices, and probably 
an integral part of the general connection between in- 
ternational and domestic trade, is the question of the 
phenomena of the business cycle. No attempt has been 
made to introduce the business cycle into the earlier dis- 
cussion, and too little is as yet known about its nature 
and its operation to permit the drawing of general con- 
clusions based upon its existence, but we may at least 
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suggest one or two modifications which a full recognition 
of it would necessitate in the previous analysis. First, 
the operation of the short-time mechanism examined in 
the second section of this paper might well be appre- 
ciably altered, at least with regard to the nature of its 
quantitative results, by the position of the given coun- 
try in the business cycle. If, for example, the country 
were in a period of general depression and contraction, a 
lowering of commodity import prices following a favor- 
able movement of the exchanges would not necessarily 
result in increased purchases by importers, and certainly 
not in so great an increase as would appear in a period of 
rising prices; and a period of acute depression might 
virtually suspend the operation of the international 
trade mechanism. If viewed in this light, the previous 
analysis of that mechanism must be regarded as based 
primarily on "average" or "normal" conditions. 

Second, the passage of the country through the busi- 
ness cycle will of itself change the levels of commodity 
prices in general, alter exchange market conditions 
through the effect on the discount rate, affect the desire 
and the ability of dealers and producers to engage in 
commerce, and thus change the terms at which the 
given country can trade — quite apart from any neces- 
sary change in the general character and direction of its 
industry and commerce. Should the cycles in the coun- 
tries involved proceed at different times and rates, wide 
fluctuations in the exchanges might follow from these 
differentials alone. Finally, the cycle will obviously 
affect the terms and amounts of international borrow- 
ing. On the other hand, its effects will be felt primarily 
in the field of raw materials and unfinished goods, espe- 
cially those entering the more important industries, and 
only in much smaller degree in the field of what may be 
called consumers' goods. But it is at most possible here 
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to indicate some of the questions which the relation of 
the business cycle to international trade suggests. 

The last problem to be considered is that of the long- 
run nature of the so-called par of exchange under in- 
convertible paper, a problem which has been reserved 
until this point because it seems to be most open to de- 
bate, and also because it is not a necessary and integral 
part of our general argument. In the "short-time" 
period the paper par of exchange, or "zone of parity," 
was found to be created by and dependent on the exist- 
ence, admittedly temporary at best, of substantial 
stability in those underlying conditions which ultimately 
govern the terms and the course of international trade. 
But in the long run these determinant conditions will of 
course change materially and unpredictably, and in 
changing must destroy the particular parity based on 
their previous stability. Either one of two views con- 
cerning the character of this change is tenable. It can 
be regarded as absolutely continuous, in which case 
there will be no possibility of the appearance of a true 
parity, however brief the time period of which it is pred- 
icated; or it can be regarded as proceeding in a series of 
stages, as alternating periods of marked general varia- 
tion with periods of comparative quiescence, during 
which specific changes in one direction are substantially 
offset by specific changes in the other. 

The latter view seems to me to be more in accord with 
what is known of the general character of business ac- 
tivity, and with general economic reasoning. In the 
long run the exchange rate may be regarded as being 
simply an expression, through the medium of the va- 
rious kinds of prices, of the relationships and interactions 
between the underlying economic conditions of the one 
country and the other.* If these conditions change the 

6. The exchange rate actually prevailing in the market is fundamentally, of course, a 
product of two main sets of forces, not simply of one; first, of the interactions as between 
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rate will change, in the absence of a corrective device 
like the gold parity; if they remain comparatively stable 
or "static " for a time it also will tend, barring monetary 
disturbances, to remain stable, and to give expression to 
that temporary stability in the form of a true par of ex- 
change — a parity, it may again be observed, which is 
derived empirically, and which emerges simply as that 
point or zone to which the rates, during the continuation 
of underlying stabiUty, tend to return. In other words, 
altho over a period of years no one such parity can be 
maintained under paper, nevertheless a discrete series of 
short-run parities will tend to appear, none of them 
being necessarily the same as any other. But the point 
need not be pressed further. 

This paper has been chiefly concerned with the mech- 
anisms and processes which may be presumed to appear 
in international trade under a paper regime. To simplify 
the analysis as far as possible certain assumptions were 
made, and adhered to throughout the discussion. Two 
countries only were considered; fairly effective competi- 
tion in and between these countries was postulated; and 
the problem of monetary disturbances was ruled out by 
assuming the quantities of money within each country 
to be fixed. In addition the factor of "invisible items" 
was as far as possible eliminated. The qualifications to 
the conclusions here reached which these assumptions 
make necessary would now be appropriate, but this task 

countries of the underlying economic conditions in each; and second, of the monetary 
situation within each country. This second set of forces has been ruled out of our whole 
discussion, or made at most a negative translating agency, by the original assumption of 
a fixed quantity of money in each country. Any attempt to define the ultimate character 
and function of the exchange rate in more specific terms (such as those suggested by a 
long-run application of Cassel's purchasing-power-parity doctrine) must of necessity be 
open to serious question. The relation of the rate to the complex and constantly shifting 
forces which fundamentally determine it is hardly capable of being definitely formulated. 
All that can be said is that, in the ultimate sense, the rate tends to express the results of 
the interaction of these forces in and between the countries involved, and to hold them, 
through pecuniary mechanisms, in some sort of aggregated balance — a balance, as has 
already been indicated, in which the terms are rarely at rest. 
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may be left to the reader: the primary concern here 
has been the composition and operation of the various 
mechanisms, rather than the quantitative nature of their 
results. Nor has any systematic effort been made to 
point out the differences and the analogies between the 
mechanisms existing under paper and those existing 
under the gold standard, illuminating tho these be: 
limitations of space, as well as the danger of obscuring 
the course of the argument, forbade. Finally, the lack 
of adequate data has prevented any attempt at a corre- 
lation, however superficial, of the tentative results here 
obtained with the conditions of international trade in 
Europe during and immediately after the war, when 
many countries were in effect if not avowedly on a paper 
basis. Nevertheless the material for the proof or dis- 
proof of these results will to a large extent be found in 
the economic incidents of the war period, and it is per- 
haps permissible to hope that the conclusions here 
reached will prove to contain an explanation of at least 
a part of the extraordinary disturbances in foreign trade 
witnessed since 1914. Those disturbances clearly indi- 
cate the desirability of an inductive investigation along 
lines that may well be new, and that may demonstrate, 
as a corollary, the need of an amplification of certain 
parts of the older theory. 
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